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ABSTRACT. This research studies the effect of exchange rate expectations on A-H share 
discount in China and Hong Kong. The A-H class listing of Chinese stocks offers an interesting 
framework to examine asset price in segmented markets. This research wants to contribute to the 
existing literatures by adding other currencies into the exchange rate model and verify their effect, 
introducing and controlling for company specific information, such as earnings. I find that the 
effect of both Euro and US dollar to be significant in explaining the share price disparity, and 
companies in different sector and with different market capitalization react to currency 
information differently.  
                                                         
* I would like to thank Professor Dvir for his help throughout the process of writing this thesis.   
1. Introduction 
Cross-Listing and Price Disparity 
 Cross listing is not a new phenomenon. With the invention of ADR and other similar types 
of securities, many companies have cross-listed all over the world. Currently, many Chinese and 
Hong Kong companies have cross listings in Shanghai/Shenzhen and Hong Kong/New York. 
Among them, there are 70 companies (Berg (2012)) that have cross-listed in Mainland China and 
Hong Kong. The shares traded in Hong Kong (H share) and shares traded in Mainland China (A 
share) represent the same ownership and cash flow, and thus represent the same rights over the 
assets and future cash flows. One would expect these two classes of shares to have the same value.  
This is not the case if we examine the 
actual data. The figure on the left shows the 
chart of Hang Seng China AH Premium Index 
(HSAHP). This index is calculated by taking 
the weighted average of the premium of A 
(class) shares over H (class) share of 48 most 
liquid and most traded cross-listed companies in 
China and Hong Kong. If the index is higher than 100, A shares are traded with a premium over H 
shares. We can see from the figure that Mainland shares are traded in a premium for most of the 
past 5 years, and the premium has been as high as 100%. Interestingly, the current value of the 
index shows that there is almost no H share discount; for some time the index has been smaller 
than 100, meaning that there is now a premium for H shares. 
 This paper will attempt to explore and explain the reason behind this phenomenon at the 
macro level. First, I will explain the nature of these two markets and their restrictions. The A share 
is the typical common stock for the investors in Mainland China, and they are nominated in 
Chinese currency, the Renminbi (RMB). This class of share is only open to the Mainland investors. 
The H class share is the common stock for the same company after it went public in the Hong 
Kong Stock Exchange. H shares are denominated in Hong Kong Dollars (HKD). This class of 
share is only open to the investors who are eligible to invest in Hong Kong. Since Hong Kong is a 
free capital market, those investors are typically Hong Kong investors and international investors. 
An investor from Mainland China will not be able to invest in H shares.  Therefore, A shares and 
H shares create a good opportunity to study the price of the same capital asset in segmented 
markets.  
Capital Control and Exchange Rate  
 The segmentation is one of the consequences of China’s capital controls. As 
background, the trilemma of international finance is 
shown on the left. To maintain a stable financial 
system, an economy must choose only one side of 
the triangle, that is, two out of the three goals: free 
capital flows, fixed/managed exchange rate and 
sovereign monetary policy. The U.S., along with 
other major developed economies is currently operating their financial system on side b, which 
implies a floating exchange rate, free capital flow and an independent monetary policy. Hong 
Kong stands on side “a” of the triangle, having a fixed exchange rate (HKD pegs to USD) and 
free capital flows. On the other hand, China still operates on side c, which combines strict capital 
controls with independent monetary policy. It is worth noting that the triangle only shows the 
extremes; sometimes a country can have some control of the exchange rate while maintain free 
capital flows or independent monetary policy.  
Hence, a Chinese investor will not be able to invest in H shares both because he is unable 
to obtain the necessary currency, and he is restrained by the policy. The same applies to an 
international investor who wants to get exposure to China. The only way will be purchasing H 
shares in Hong Kong. Even if the H share is cheaper than the A share, or vice versa, there will be 
no artitrage opportunity, given the fact that these two shares are not interchangble across markets.  
Research Goals 
 Even if investors in one market cannot purchase the shares from the other market, there is 
little reason investors in these two markets will price the same asset differently. There should be 
connections between the disparity of share price and the market level factors, as some studies have 
shown. I will give detailed summary of those studies in the second part of this paper: firstly, the 
opportunity to invest in the stock market has been relatively limited for Chinese investors due to 
the slow process of IPO under CSRC. Secondly, H shares are nominated in HKD while mainland 
shares are nominated in RMB. As most of the companies operate in Mainland China, the 
uncertainty on future RMB exchange rate may lead to a risk discount on the cash flows of these 
companies, eventually causing a discount in the Hong Kong market. Thirdly, although corporate 
governance has improved among Chinese public companies, the transparency of mostly state 
owned companies remains a concern. Information asymmetry may leads to risk discount from 
Hong Kong as well. 
 This study emphasizes on one of those explanations: the effect of exchange rate 
expectations. According to past studies, there is a relationship between the expected appreciation 
of RMB and the A share premium over H shares. This study will verify this possible relationship, 
using the data from 2008 to 2013, and will test the following hypotheses: 
Hypothesis 1: The change in expected RMB exchange rate against major international currencies, 
such as USD and EUR, will partially explain the change in relative price of A shares and H shares. 
Hypothesis 2: Business specific information will have an impact on how companies react to the 
change in exchange rate expectations 
Hypothesis 3: Specific news will have an impact on the price disparity of A and H shares 
2. Literature Review 
  The phenomenon of A-H share disparity has potentially many possible explanations. 
Moreover, the asset price disparity also happens in other markets. In this session, I will examine 
the various theories explaining this phenomenal, and summarize the recent studies on this topic
†
.  
Information Asymmetry  
 One explanation of the A share premium is information asymmetry. Charkravarty et al. 
(1998) studied the relative price between A share and B share, a class of shares that is 
denominated in US dollars, and is limited to foreign investors. There is a premium of A share over 
its corresponding B shares. They reported that on average B shares traded at 60% of the price of A 
shares. They argued that one reason that this discount existed is because foreign investors have 
less information about the local firms. They found that A share returns are more likely to lead B 
share returns, but not the reverse; also B share price discount on a shock is negatively related to its 
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coverage to English media. This information asymmetry explains partially the discount between A 
and B shares.  
 Gao (2004) provides evidence that A share investors have quicker access to information 
than other investors. Gao conducted an event study and found that market reaction is more 
intensive in the A-share market and takes place much earlier before the public release of 
information. Gao further reports abnormal trading volumes without price changes in advance of 
the public disclosure, which implies that there may exist an informal information environment in 
the A-share market. Gao attributes his study to insider trading, speculation and over-optimistic 
prospects for the economy in the A-share market.  
Liquidity Hypothesis  
 There is a possible liquidity difference between H shares and A shares.  Pastor et al (2001) 
show that market-wide liquidity is a state variable important for asset pricing. They found that 
expected stock returns are related cross-sectionally to the sensitivities of returns to fluctuations in 
aggregate liquidity. Lee (2009) examines the price premium between A and H share using intraday 
data in 2004, and found that Chinese A-shares on average provide better market liquidity than 
their Hong Kong H-share counterparties. Second, after controlling for traditional liquidity 
measures, the percentage difference in quoted spread and depth between A and H share still 
explain significantly the price premium.  
Different Risk Attitude 
 Those who follow the Chinese stock market may note the risk taking tendency of Chinese 
investors, especially during the early years of Chinese capital market. It is therefore possible that 
the Chinese investor simply assign a lower price for risk. Eun et al. (1986) provides a theoretical 
asset pricing model with a constraint on the foreign equity ownership. If there is barrier for 
international investment in an economy, i.e. the domestic investor is only able to own at most a 
fraction of a company, there will be a premium offered by the domestic investors over the price 
under no constraints and the discount demanded by the foreign investors. This means domestic 
investors facing ownership restriction will pay a higher price than foreign investors. Ma (1996) 
studies the expected return of A and B share in China, and argues that the B share discount is due 
to the risk taking attitude of Chinese investors in the A share market. A similar argument can be 
found in Sun et al. (2000), when they partially attribute the B share discount to speculation of 
Chinese investors.  
Demand-Supply of Security 
 There are a number of papers studying the relationship between foreign demand for 
securities and the price disparity. Sun et al (2000) report that the B-share discount increases with 
the increase of investing opportunity in Hong Kong (H share). They argue that the existence of the 
H-share and red-chip markets in Hong Kong provides good substitutes for the B-share market; 
therefore, the increase of supply will lead to a lower price of the security, which they find from B-
share discount.  
 The other aspect of this problem is the supply of securities in China. Fernald and Rogers 
(2002) did an early study on the relationship between A-H price disparity and the supply of 
securities in China.  They attribute low Chinese expected returns to the limited alternative 
investments available in China. Chan and Kwok (2005) report that the premium for domestic 
shares is determined by the limited alternative investment opportunities available for retail 
investors. Their evidence indicates that cross-sectional variation in the premiums for A-shares is 
negatively related to the relative supply of A-shares, and positively related to the relative supply of 
foreign shares.  
 I note that these studies were investigating pre-2008 period of Chinese stock market. Given 
their empirical evidence, it is plausible that the shortage of securities has caused the A share 
premium historically. However, after the crisis in 2008, the Chinese stock market has experienced 
supply and demand equilibrium, if not an excess in supply, given the decline of A share price. 
This paper will not consider the supply of securities due to the limitation of data, and also due to 
the fact that both markets have experienced little shortage of security supply after the crisis.  
Exchange Rate Regime 
Frankel (2009) tests the nature of China’s new exchange rate regime since 2005, which is 
relevant to my study. In 2005, China announced a move away from the dollar peg; however, the 
question remained: what is China’s exchange rate regime now?  China has claimed that the 
exchange rate regime is a managed float against a “basket of currencies”. However, China did not 
publicize the weight of each currency, making it difficult to predict RMB’s exchange rate. J. 
Frankel (2009) developed a new technique to find out both the weight and flexibility of China’s 
new exchange rate regime. 
He introduced a new variable, Market Pressure, expressed as the percentage increase in the 
value of the currency plus the increase in reserves. The coefficient of this variable is used to test to 
what extent the exchange rate changes due to the change in market demand of RMB. In other 
words, to what extent the exchange rate is fixed.  
 His new estimation consists of the following equation: 
  Where w(j) is the weight and X(j) is the exchange rate of currency j; emp is the market 
pressure, or the demand for RMB in the international market. The regression result is the 
following: 
 
 
Figure 6 
 Frankel (2009) thus concludes that the new exchange rate regime of China cannot be 
described as a dollar peg with a trend appreciation. The regime is better described as a basket peg 
with weight on non-dollar currencies, particularly Euro. The weight of Euro increased 
significantly after 2007, to 0.4 while the weight of dollar dropped to 0.6.The Euro played an as 
important role as the dollar. The appreciation of RMB is attributable to the appreciation of the 
euro against the dollar in 2007, not a trend appreciation of RMB against the dollar.  
 Part of my research question is inspired by this paper. If the share price discount can be 
partially explained by expected RMB exchange rate, it will be important to test that whether 
exchange rate expectations for investors are formed according to the de facto exchange rate regime, 
and whether investors respond to the change of exchange rate of other currencies, especially the 
euro, when making their investment decisions on A and H shares. 
Earlier studies  
 There are earlier studies that directly investigate the A-H share disparity. Arquette et al 
(2007) examines price differentials across markets after controlling for exchange rates. The 
authors note that the law of one price is often violated if a security is traded in multiple markets. 
Arquette et al (2007) use a panel data to examine how exchange rate changes and market 
sentiment measures explain price differentials between Shanghai A shares versus Hong Kong H 
shares and US ADRs of the same company. ADR/H-share discount measures the extent shares 
listed abroad trade below the values attached to the same securities in the home market. Therefore, 
Arquette et al (2007) offer an attempt to separate out the exchange rate effect and sentiment effect, 
and examine those effects individually.  
ADR or H share Discount is defined by dividing the difference between actual H share 
price and H share price implied by A share price (A price*exchange rate) to the implied H share 
price. 
H-Discount=
                    
             
 
Where, 
Implied Hprice =
                
            
 
Share prices of 30 Chinese companies listed in Shanghai Stock Exchange and Hong Kong 
Stock Exchange were tested in this study; 11 of the 30 companies are listed in ADR in NYSE. 
This study is relatively early, testing observations from December 1998 to September 2006. 
Relative P/E and P/B ratio is used to measure approximately the investor attitude in different 
markets.  
Arquette et al (2007) observed that the discount tightened up during 2001-2006 period, as 
shown in the graph below. Arquette et al (2007) believe that capital controls have potentially 
pushed up asset price in China since domestic investors had limited choice.  
 Expected exchange rate is measured by 12-month RMB NDF (non-deliverable forward 
contract) rate versus USD, which implies similar expectation regarding HKD, Hong Kong’s 
currency board, which guarantees convertibility into US dollars at a fixed exchange rate. Arquette 
(2007) also introduced the relative PE value to reflect the possible differences in investor 
behaviors in different markets. The relative PE=PEshanghai/PEhk is the average price to earnings 
ratio of all mainland and HKSE stocks.  
The following model was tested in this study: 
 
H share discount followed a similar equation. The result is the following: 
Figure 4 
 Arquette et al. (2007) concluded that exchange rate expectations provide some explanation 
of the price variation across countries. Change in expected exchange rate account for 40% of the 
variance of the share discount. The variation can be partly explained by additional market-specific 
and company-specific effects.  
Fong et al (2007) examines the price disparity between the A share and H share of Chinese 
public companies. The study attempts to explain the price disparity from a macro perspective. As 
H share serves as a proxy of RMB asset for foreign investors, thus any expected RMB 
appreciation will motivates foreign investors to acquire H shares, as the cash flows are 
denominated in RMB.  
 This study uses a regression model to incorporate macro factors in explaining the discount, 
and the results imply that there is a negative relationship between the discount and the RMB 
expected appreciation, i.e. the expected RMB appreciation leads to an increase of H-share price 
Figure 5 
and thus a smaller discount, as we can see from the negative coefficient on (CUR) variable in the 
following table: 
 
 My hypothesis is influenced by the two opinions offered by Fong and Arquette. It is 
possible that both investors from Mainland China and Hong Kong are reacting to the change of 
exchange rate expectation. Furthermore, it is possible that the expectation of RMB appreciation 
will be reflected in the stock price disparity earlier than the spot exchange rate.  
 These two studies further motivated me to make some modifications to their tests. Given 
the special property of NDF price, I can use the difference between the long run and short run 
NDF to capture the long run expectation of RMB for investors; as the NDF price is not subject to 
no-arbitrage condition and forward price parity. Therefore, using the relative price of two NDF 
contract may be a good variable instead of the price of one NDF contract.  
 In the next two sections, I will attempt to modify the regressions of Fong et al (2007) and 
Arquette et al(2007) to form my own regression analysis to test the effect of exchange rate 
expectation on share price disparity between A and H shares. I will also use NDF to express the 
expectation and use variables such as interest rate and earnings growth to control for company 
specific information. I will change some variables, such as turnover ratio, due to data availability. 
Since Frankel (2009) reported the importance of the euro in forming RMB expectations, I will 
attempt to test how the euro exchange rate affects the share price disparity as well by changing 
NDF to EUR forward. Afterwards, I will briefly test the impact of industry and market 
capitalization to see if there is any business specific information my equation does not capture. 
Lastly, I will examine an event to test how the AH premium index responds to specific news about 
the exchange rate.  
3. Methodology 
Intrinsic value of common stocks of a company cross-listed in Mainland China and Hong 
Kong 
Consider the following discounted cash flow (DCF, using earning to approximate of cash 
flow) model for price of A share (P0s) and H share (P0h) at time 0: 
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Where 
Each time period is 1 year
‡
 
N is the number of shares traded.  
E0 is the earning of current period, denoted in RMB 
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See Fong et al(2007) 
ks is the required return of the stock in Mainland and  
kh is the required return of the stock in Hong Kong 
r1 is the growth rate of earning in first 5 years 
r2 is the growth rate of earning after 5 years 
e1…e5 are the expected exchange rate between HKD and RMB 
This DCF model considers two periods: in period 1, the company’s earning grows at a 
higher rate r1, and after time 5, the growth rate decreased to a lower value of r2, and stay there for 
the remaining life of the company. The number 5 is taken by convention, as the development of 
the company after 5 years is unlikely to be visible. Moreover, for identical companies, the form of 
DCF model is likely to be very similar.  
The variables that matter in this pricing model are ks and kh, required returns for mainland 
and Hong Kong investors, and earnings growth rates r1 and r2. Ma (1996) argues that the ks is 
lower due to the risk taking behavior of Mainland investors, while Arquette et al (2007) attributes 
it to the shortage of security supply in China. It is observed by Chakravarty et al (1998) that 
information asymmetry can leads to a stock price disparity. As Hong Kong investors have less 
information about companies in Mainland China, they require a risk premium, which potentially 
support a higher kh. With lower ks and higher kh, the price in Hong Kong, for the same company, 
will be lower than the price in Mainland China. 
 The valuation of H share price may also be changed as Hong Kong investors anticipate a 
future exchange rate e1…e5. In the case of RMB appreciation, e1 will increase. It is unlikely that 
the estimation of e5 will be accurate, so e5 will change with e1, compounding with some expected 
appreciation rate of RMB. So should e1, the exchange rate expectation for next period, increase, 
the price P0h will also increase. 
Furthermore, for large companies in mature phase, we can assume: 
        
If we further assume the appreciation rate goes to a rate of g after 1 period: 
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Then we can simplify two equations using perpetuity formulae: 
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And divide P0s*e0 by P0h 
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Although this equation may not apply to individual companies given its assumptions, it is 
testable on the market as a whole. Let us assume Shanghai investors require a lower return M, and 
then we have: 
                
    
Simplifying, we have 
                                                         
§ See Fong et al (2007) 
      
   
 
   
 
 
 
 
  
Having left right side of the equation observable (as the price and spot exchange rate are 
available), it is possible to estimate M and   if we can obtain observations of g.  
Factors that determine kh, ks and e 
Both kh and ks are specific for individual companies, and they can be derived from CAPM 
model:  
               (            )     
               (            )     
Where 
rfs and rfh are the risk-free rate in Mainland China and Hong Kong 
β is the correlation between the stock return and the return of market portfolio 
µ is the net risk adjustment 
 Both rfs and rfh are determined by the monetary authority in their region, and these rates are 
observable. It is therefore essential to include the risk free rate of both China and Hong Kong into 
the model. β is a measure of the risk of the company, and it can vary over industry and time. β of 
some companies changed substantially throughout time, indicating the change of their risk relative 
to the market. 
µh and µs are the net of all effects that can influence the discount rate for Mainland and 
Hong Kong investors that cannot be derived from the CAPM model. Possible variables that may 
contribute to the value of uh and us are the market sentiment, i.e the relative attitude towards the 
overall market, the supply of the security, and liquidity of securities. Financial reports observes the 
different of attitude towards certain sectors from Hong Kong and Mainland market, which 
attributes to the price disparity. 
Exchange Rate 
 The focus of this study is the effect of exchange rate on the relative share price of the same 
company. As estimated by Frankel (2009), the current exchange rate regime of China is a basket 
peg rather than a long term trend of appreciation. With reported weight of 0.4 for Euro and 0.6 for 
USD, both currencies will impact the exchange rate of RMB in theory. Frankel’s estimation 
further implies that the exchange rate between EUR and USD will impact the exchange rate of 
RMB. To test this, two models will be utilized, one with EUR/USD forward and the other with 
USD/RMB NDF contract rate. 
Regression Equations 
Equation 1:  
      
   
 
   
 
 
 
 
  
Equation 2: with USD NDF  
   
      
   
     
   
   
   
     
     
   
      
      
   
    
    
      
      
     
                
                   
Equation 3: with EUR USD forward 
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Where 
M is the required return of Shanghai investors 
δ is the difference of required return between Shanghai and Hong Kong 
g it the appreciation rate reflected in the disparity between 12M NDF and 1M NDF 
rfs and rfh are the interest rate in Mainland China and Hong Kong 
beta is the correlation between the stock return and the return of each market portfolio 
Sindex and Hindex are the two index values of Shanghai and Hong Kong 
Sturnover and Hturnover are the volume of each security on that day 
t is time  
NDF 12M is exchange rate for 1 year NDF contract 
EUR 12M is the 12M Euro/Dollar forward rate 
 I modified the equations from Fong (2007) to reach the above 3 equations for regression 
analysis. I did not include supply, risk level, money supply and information asymmetry due to data 
unavailability. Instead, I used a combination of risk free rate and beta to represent the different risk 
requirement and use ratio of volume to approximate the relative liquidity of the same stock in two 
markets. I will use t as time, to capture possible trends in the data.  
Two interest rates approximate the base discount rate of each market. The Chinese 
benchmark interest rate is set by the People’s Bank of China, while the Hong Kong prime rate is 
set by the Hong Kong monetary authority. An increase in the interest rate of China will lead to a 
higher discount rate of Chinese securities, and a lower price; therefore, I expect to see a negative 
coefficient for β1. The coefficient for β2 will be negative, as a relatively smaller beta in mainland 
will reduce the required rate of return, thus supporting a higher price. Hence, the smaller the ratio, 
the higher premium A share will have.   
 The ratio of two indices is computed to capture the difference in market attitude. Given the 
CAPM relationship, the price will be strongly influenced by the movement of the index; therefore, 
the relative market performance will have a significant impact on the relative A-H share price. The 
coefficient is expected to be positive, as higher Sindex will support a higher A share price.  
 The liquidity is approximated by the relative volume between A share and H share. I 
expect to find a positive coefficient, as the more liquid security supports a lower discount rate.  
Fong et al (2007) uses turnover rate; unfortunately, I was unable to obtain complete observations 
of turnover rate for my sample data. As a result, I used relative volume to approximate this 
information. 
 The variables that are central to this study are the NDF ratio and the EUR/USD forward 
exchange rate. I wish to include the same variable for both EUR forward and NDF; however, 
EUR/USD forward cannot be used in the same way as NDF ratio due to the nature of international 
finance. Since the forward contracts are deliverable for USD and EUR, the parity relationship 
holds under no arbitrage condition: 
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Where 
F is the forward exchange rate 
S is the current spot exchange rate 
id is the interest rate in domestic currency 
if  is the interest rate in foreign currency 
Rearrange the terms we have  
   
(    )
     )
 
 As a result, the ratio between forward rate and spot rate will just be the ratio of risk free 
rates in the US and Euro. After 2008, they are all low, causing a ratio of approximately 1. 
Therefore, the expectation of exchange rate is reflected in the spot rate by this relationship. 
Therefore, I have to use the forward rate between Euro and USD, assuming that the forward price 
is an unbiased predictor of the price in the future. 
 On the other hand, NDF contract is not restrained by this parity relationship, as the 
investors are not obligated to deliver the actual currency (RMB). The profit at maturity of a NDF 
contract is:  
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Where  
N is the number of unit of currency in the contract  
S and F are spot and contracted forward rate 
 The unit of   will be the “base” currency; in the case of RMB, the base currency is USD. 
Clearly, there is no interest rate term involved, and the profit is solely dependent on F and S. 
Without free capital flow, the arbitrage opportunity that would have existed in the case of USD 
and EUR will not exist in RMB NDF; as a result, the exchange rate shown in a NDF contract will 
simply indicates expected exchange rate at a given future time. Therefore, the ratio 
NDF12M/NDF1M reflects the expected appreciation of RMB in the following 12M.  
 Although these two variables are different by construction, it is still possible to examine 
the relationship qualitatively between these variables and the price disparities. An appreciation 
expectation of RMB against the US Dollar will support a negative coefficient, while a relative 
appreciation of EUR against the US Dollar will support a positive coefficient.  
4. Data and Issue 
 To estimate the effect of currency expectation on the price disparity between A-share and 
H-share, I collect the data for the variables in the equations of last section from different sources. 
Bloomberg will be the main source of data in this study, except for the list of company names. 
Using a single source ensures the consistency of data measurement, data calculation and data 
precision. Given the fact that many of the variables are relative ratios, the effects of many events 
that are irrelevant to this study will be omitted. For example, the effect of earning announcements 
will not affect the ratio of the price, unless the market attitude on two markets is different. 
 The dataset consists of daily observations of A share and H share price, their volumes, the 
beta of these two classes of shares, the price of NDF and forward contracts and spot exchange rate 
between RMB and HKD. I was able to obtain most observations on weekdays from September 2
nd
 
of 2008 to April 5
th
 of 2013. Each company will have 1199 observations, if all weekdays have 
observations. However, the markets closed on many weekdays due to public holidays, and some 
data are missing as companies temporarily stop trading for corporate actions. Although it is 
possible to obtain data from other sources, I decided to leave the missing data due to actions as 
blank, while short public holidays will have the data from the past trading day. Overall, the 
number of missing observations is small relative to the total number of observations; therefore, 
missing data is likely to have a very small impact on this study. 
 Another concern is the frequency of some data. Interest rate in China and Hong Kong and 
EPS data are updated on a much less frequent basis. The frequency of data is not constant, which 
makes the situation worse. There will be repeated observations in these three variables. Although 
the data is much less frequent, I still included them as they offer explanatory powers in theory.  
Description of Variables 
Hang Seng AH Premium Index: I used the daily close value of Hang Seng AH Premium index to 
reflect the overall A share premium. Given the wide range of coverage of this index, I decided that 
this would be a better variable to use when estimating M and g. Therefore, I use this index in 
regression equation 1.  
The index is calculated using the following method: 
Current Index = 
Valuation of Constituents based on A-share Prices 
 
Valuation of Constituents based on H-share Prices 
 
x 100 
 
  = 
∑[(ISA x FAFA) + (ISH x FAFH)] x PA 
 
∑[(ISA x FAFA) + (ISH x FAFH)] x PH 
 
x 100 
 
  
PA : Current A-share price (in USD) PH : Current H-share price (in USD) 
ISA : Number of A shares issued ISH : Number of H shares issued 
FAFA : Freefloat-adjusted factor for A shares, which is between 0 and 1 FAFH : Freefloat-adjusted factor for H shares, which is between 0 and 
 
 
Dividend and Stock Split Adjusted Price of 36 most liquid companies with A-H cross listing: I 
obtain the closing prices of A shares and H shares on every trading day from Bloomberg. A share 
price will be nominated in RMB and H share price will be nominated in HKD. The 36 companies 
in Hang Seng AH premium index, and the methodology of the index calculation, are the following 
(in sector order): 
 
Although there are 48 companies in the index, 12 of them do not provide sufficient 
observations for the time span this study requires. These companies are either newly established, 
or they listed on the other market at a much later time. Therefore, only 36 of them are selected. 
The price of stocks will be closing price.  
In order to have control over events such as dividend distributions, the price was adjusted 
for stock split and cash dividend payment. Although dividend payments and stock splits will not 
be an issue here (as the ratio is used), stock splits and dividend payments sometimes happen at a 
slightly different time (plus or minus 5 days), which may create unnecessary outliers.  
China Construction Bank Corporation Angang Steel Company
Industrial and commercial Bank of China Yanzhou Coal Minig
Bank of China limisted China Oilfield Service
China Citic Bank Corporation Limited China Coal Energy Company
China Merchants Bank PetroChina Company
Bank of Communications China Petroleum& Chemical Corp
China Life Insurance Company China Shenhua Energy Company
Ping An Insurance Shanghai Electric Group
Huadian Power International Corp Dofang Electric Corporation
Datang International Power Generation Wechai Power
Huaneng Power China COSCO Holdings Company
China Railway Group China Eastern Airlines Corporation
China Railway Construction Corp China Shipping Development
Anhui Conch Cenment China Southern Airlines
Aluminum Corporation of China Guangshen Railway
Zijin Mining Air China 
Jiangxi Copper Tsingtao Brewery 
Maanshan Iron& Steel Company ZTE Corporation 
Spot exchange rate: The spot exchange rate between RMB and HKD will be used to convert the 
stock price into a comparable number. Bloomberg offers the spot exchange rate on a daily basis. 
Interest Rate of China and Hong Kong: Prime lending rate of China and Hong Kong will be used 
as an approximate of risk free rate.  
1M and 12M USD/EUR forward exchange rate: United State Dollar (USD) and Euro (EUR) are 
two major currencies on international market, and their forward contracts are also actively traded. 
The price (forward exchange rate) is provided by Bloomberg on a daily basis. Specifically, the 
12M Euro forward price will be the price to be used. 
1M and 12M RMB NDF contract price: RMB is not a tradable currency on international currency 
exchange market. As a result, NDF (non-deliverable forward contract) is developed for clients to 
hedge and speculate on RMB. For a NDF contract, the actual currency will not be delivered, but 
the profit and loss will be calculated accordingly. Although not as actively traded as forward 
contract of major international currencies, NDF does reflect investors’ expectation of the future 
exchange rate. The liquidity has improved reasonably since its implementation, with 
approximately $2 Billion (RMB 13 Billion) trading volume per day, compared to the daily trading 
volume of around 70 Billion RMB for the Chinese stock market. Hong Kong Dollar (HKD) is 
pegged to USD, thus the expected exchange rate of USD to RMB is directly linked to the 
exchange rate between HKD and RMB. 
Relative volume of two markets: The volume of trade often varies in two markets, and it reflects 
the overall level of liquidity in the two markets. A high volume means the stocks are more actively 
traded, and that may have an effect on the valuation of securities. A premium should be given to a 
more liquid security. In this study, the relative volumes of Hang Seng Index (HSI) and SSE 
Composite Index are used as an approximation of relative market volume. 
Relative volume of individual companies: to consider the liquidity of each individual company, 
volume of the security on that day is measured. It would have been better to use the turnover ratio 
of each stock, which gives a more accurate account for liquidity. However, I was unable to obtain 
enough observations for each company throughout the period of my data. Therefore, relative 
volume is kept as an approximation of liquidity, as it measures the magnitude of trading activity. 
Market Condition: The daily ratio between Hang Seng Index and SSE Composite index is used to 
reflect the relative market conditions in these two markets. 
Beta(s): Beta (Raw historical beta) value is obtained directly from Bloomberg. Beta value is 
recalculated daily using override historical data. 
EPS Growth Rate: EPS growth rate is obtained from Bloomberg, and it is updated on the 
frequency of company earnings announcement. 
t: t is used to record time. It has unit of 1 and goes from 1 to 1199, earliest to latest.  
 This project will examine: 1. A dataset with AH premium index; 2. A panel dataset with 
prices of 36 companies. Prices and exchange rates are shown daily, with different companies and 
sectors.  
 
5. Empirical Analysis 
 I begin my study by observing two most important factors of this study: currency and 
market.  
 
 Figure above presents the daily Shanghai Composite Index and Hong Kong Hang Seng 
Index from 9/2/2008 to 4/5/2013. It is clear that these two markets are connected, given the 
similarity of the two plots. The 2008 crisis clearly had significant impact on both indexes, given 
the sharp decline in the beginning of the plot. As the result of stimulation of Chinese government, 
two markets recovered in 2009, and experienced decline in the middle of 2010, as the crisis 
propagates to Europe and other economies.  However, China’s economy was negatively 
influenced by the Whenzhou High Speed collision in 2011, and the market eliminated most of its 
gain since 2008. The Hong Kong market also reacted to the event, but recovered faster than the 
Shanghai Market.  
 Although we can easily observe the co-movement of the two markets, the difference is also 
clear. The Hang Seng Index performed better than the Shanghai index after the crisis, recovering 
closer to its pre-crisis value. Shanghai index reflect more properties of a market that is relatively 
segmented from the international capital market (one of the worst performing market after crisis), 
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and it may have shown the much more pessimistic view on Chinese economy after the reduction 
of infra-structure investment and a more contractionary monetary policy when the policy makers 
realized the over-heating effect of the stimulus package. This relative movement, as a result, 
explains partially the overall reduction of HSAHP index in the past 5 years, as shown below: 
 
 The price of 12M EUR/USD forward contract and 12M RMB/USD NDF contract are 
shown below:  
 
1
1.2
1.4
1.6
1.8
hp
rim
e
0 500 1000 1500
t
0
0.1
0.2
0.3
0.4
0.5
0.6
0.7
0.8
0.9
5.6
5.8
6
6.2
6.4
6.6
6.8
7
7.2
7.4
7.6
9/2/2008 9/2/2009 9/2/2010 9/2/2011 9/2/2012
NDF12M
EUR12M
 Again, we see a co-movement between the forward contract between EUR and USD, and 
the NDF contract price of RMB, especially in the first half of the data. Notice the long-term 
appreciation of RMB, compared to the relative stable exchange rate between USD and EUR, 
reflected in the NDF contract price. This is consistent with the Frankel’s (2009) study, in which 
the EUR has weight in the RMB exchange rate model; the RMB is likely to have a crawling peg 
with a group of currencies, including the EUR.  
Regression 1: Using AH Premium Index to estimate M and δ 
 Recall the following equation derived from Fong et al (2007): 
      
   
 
   
 
 
 
 
    
 The left hand side can be approximated, on a macro level, by Hang Seng AH Premium 
Index. Should this equation hold, it is possible to estimate the required return M for investors from 
Mainland and the difference  . I first run the first regression, with g=NDF12M/NDF1M -1 and 
hprime=Hang Seng AH Premium/100: 
 
 The coefficient of g is -5.5429, and it is highly significant. As the coefficient is 1/M, we 
obtain an estimation of M of around 18.04%. Substitute M back, we obtain δ=2.7%. In other 
                                                                              
       _cons      1.15215   .0046894   245.69   0.000      1.14295    1.161351
           g    -5.542916   .5292148   -10.47   0.000    -6.581208   -4.504624
                                                                              
      hprime        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                                                                              
       Total     28.258976  1198  .023588461           Root MSE      =  .14706
                                                       Adj R-squared =  0.0832
    Residual    25.8865503  1197  .021626191           R-squared     =  0.0840
       Model     2.3724257     1   2.3724257           Prob > F      =  0.0000
                                                       F(  1,  1197) =  109.70
      Source         SS       df       MS              Number of obs =    1199
words, an investor from Mainland China requires a return of more than 18.04%, and a Hong Kong 
investor will require 2.7% more, higher than 22.74% (taking account of small r assumed).  
 The estimated result seems a bit high, even for an emerging market (one would expect a 
required rate of return north of 15% but lower than 22%). However, the signs are consistent with 
the prediction of the model, and the magnitude is within the same order. A positive 2.7% 
difference also reflects the higher risk tolerance of Mainland Investors, which is consistent of past 
studies on this topic. The low R^2 shows that there are other factors that can explain the AH 
premium.   
Regression 2: Fixed Effect 
 First, I run a group of OLS regressions with all the variables in equations 2 and 3 to 
examine the significance of explanatory factors. This group of regressions views different 
companies as fixed effect, which impacts the constant term. 
  
Regression (1) shows the overall positive relationship between variable loglong, the natural log of 
NDF12M/NDF1M, and lgprem, the natural log of price ratio prem=Sprice*Exchangerate/Hprice. 
NDF prices are in RMB, i.e. the amount of RMB the buyer of NDF “pays” to buy a dollar. 
Therefore, the smaller NDF is, the “cheaper” dollar is for a buyer of NDF, indicating an 
appreciation of RMB. If the loglong variable is less than 1, RMB will appreciate in 12M but stay 
roughly the same in the next month. If the variable is more than 1, there is expected depreciation 
in the long run. A coefficient of 2.521 implies that for every 1% change in expected RMB 
1 2 3 4 5 6 7 8
lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6
loglong 2.521***
(32.66)
l1loglong 2.445***
(31.73)
l2loglong 2.349***
(30.52)
l3loglong 2.236***
(29.09)
logeur 0.0978***
(5.85)
l1logeur 0.0897***
(5.36)
l2logeur 0.0762***
(4.55)
l3logeur 0.0611***
(3.64)
rBeta -0.0883*** -0.0895*** -0.0908*** -0.0921*** -0.0987*** -0.0995*** -0.100*** -0.101***
(-13.23) (-13.39) (-13.56) (-13.74) (-14.63) (-14.74) (-14.85) (-14.97)
rVol -0.000988*** -0.000994*** -0.00100*** -0.00102*** -0.00110*** -0.00110*** -0.00111*** -0.00111***
(-5.28) (-5.31) (-5.36) (-5.42) (-5.81) (-5.83) (-5.85) (-5.88)
rMarket 6.070*** 6.078*** 6.096*** 6.121*** 6.406*** 6.396*** 6.389*** 6.384***
(96.08) (95.82) (95.74) (95.79) (101.44) (100.84) (100.30) (99.79)
ri -0.00243*** -0.00251*** -0.00261*** -0.00273*** -0.00495*** -0.00496*** -0.00498*** -0.00500***
(-23.25) (-24.07) (-25.10) (-26.27) (-70.75) (-70.80) (-70.96) (-71.14)
EPSgr -0.000384*** -0.000381*** -0.000377*** -0.000373*** -0.000340*** -0.000338*** -0.000334*** -0.000330***
(-6.68) (-6.62) (-6.55) (-6.48) (-5.83) (-5.79) (-5.73) (-5.66)
t -0.0000644*** -0.0000639*** -0.0000630*** -0.0000616*** -0.0000471*** -0.0000475*** -0.0000475*** -0.0000473***
(-18.27) (-18.04) (-17.68) (-17.21) (-13.25) (-13.29) (-13.24) (-13.14)
_cons -0.283*** -0.282*** -0.282*** -0.282*** -0.253*** -0.253*** -0.255*** -0.257***
(-24.81) (-24.58) (-24.43) (-24.35) (-20.44) (-20.36) (-20.47) (-20.65)
N 41803 41774 41745 41716 41803 41774 41745 41716
t statistics in parentheses
="* p<0.05  ** p<0.01  *** p<0.001"
appreciation, the premium will decrease about 2.5 times of that. This coefficient is consistent with 
my prediction, as the higher expected appreciation of RMB, the higher price H share has, and thus 
a low A share premium. It is important to notice that this does not eliminate the possibility that the 
A share price also moves according to the expected RMB exchange rate, as Arquette et al (2007) 
observed. Nevertheless, it is clear that the overall effect is as my theory describes when the 
expected appreciation of RMB is relatively small. In addition, the coefficients are relatively stable 
after using 1-3 lagged terms of loglong, as shown in regression (2)-(4). The coefficient is smaller 
for the lagged term, as the current exchange rate will be used to calculate lgprem6 itself. 
 Regression (5) maintains the same equation, but replaced loglong by the natural log of 
price of 12M Euro forward. Overall, the regression shows a positive relationship between the rate 
of 12M Euro forward contract and the AH share price disparity. On average, 1% change of the 
exchange rate of Euro against USD will bring 0.1% change in the price disparity. This is 
consistent with my hypothesis. The increase of Euro-USD forward means a USD appreciation 
against the Euro, implying a possible RMB deprecation. As a result, Hong Kong investors will 
price H share lower and causing the A share premium to increase.   
 The signs of other variables in these two groups of regressions are the same across the two 
regressions. The significant negative coefficient of rVol is unexpected, as my model predicts a 
positive coefficient for the relative volume variable. However, the coefficient is very small, 
indicating that relative volume, or liquidity has relatively small effect on the share price disparity 
in my data. 
 The sign of relative market index is positive, which is consistent with my prediction. If the 
Shanghai market is going up relative to Hong Kong market, the ratio between A share and H share 
price will also go up. In both regressions, relative market index is the most significant variable, 
given the large t statistics. This is not surprising, as most of the selected companies are of large 
size and in proportion to their benchmark index. Therefore, we see significant large coefficients of 
this variable.  
 The growth of earnings coefficient is also significant with a negative sign. Clearly, EPS 
growth does have an impact in the relative price between A share and H share. However, the small 
coefficient shows that EPS has little effect on the overall price disparity of these two classes of 
shares. The EPS value is the same for a company that has A share and H share; therefore, the 
implication of this negative coefficient is that the Hong Kong investors react to the EPS 
information more than investors in Mainland.  
 The sign of relative interest rate is also consistent with my prediction, showing a small 
impact on the price disparity. The higher relative interest will lead to a relatively lower discount 
rate in Hong Kong, thus supporting a higher valuation of Hong Kong stock price than Shanghai. 
Therefore, the coefficient is negative.  
 Relative beta captures the market risk of the stock relative to each market. The negative 
coefficient implies that a lower risk in Shanghai, the higher premium A share has. This is 
consistent with my prediction. CAPM formula implies that a lower market risk, measured by beta, 
will lead to a lower required rate of return, and a higher price. 
 The adjusted R^2 for (1) and (5) are 0.8352 and 0.8317, respectively. The high adjusted 
R^2 values show that this model has reasonable explanatory power. This shows macro and market 
level factors have great impact on the share price disparity. 
Regression 3: Difference in Sectors 
  In this group of regressions, I separate my 36 companies into 8 sectors, and run the 
egression within each sector. The result is shown below: 
 
 
1 2 3 4 5 6 7 8
lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6
loglong 4.956*** -0.396 -3.120*** 5.516*** 5.633*** 2.507*** 2.209*** 2.201***
(31.03) (-0.80) (-9.65) (17.13) (21.58) (4.91) (9.05) (10.31)
ri -0.0000655 0.00457*** -0.00712*** -0.00505*** 0.000316 -0.000560 -0.00344*** -0.00148***
(-0.31) (6.13) (-15.93) (-11.99) (0.91) (-0.79) (-10.63) (-5.05)
rBeta -0.0154 -0.531*** -0.585*** 1.690*** 0.471*** -0.262*** 0.886*** 0.299***
(-1.43) (-11.29) (-19.76) (70.18) (24.00) (-7.54) (71.15) (19.69)
rVol -0.0195*** 0.0171*** -0.0161*** -0.0212*** 0.00392 -0.00175*** -0.0187*** 0.00843***
(-23.68) (13.30) (-12.18) (-15.01) (1.81) (-3.61) (-31.81) (10.57)
rMarket 5.606*** 5.406*** 9.055*** 8.141*** 6.183*** 7.906*** 7.528*** 3.266***
(42.71) (12.67) (31.48) (31.71) (29.14) (19.07) (38.28) (19.26)
EPSgr 0.0772*** -0.00629*** -0.0509*** -0.0264*** 0.0322*** -0.00103*** 0.00517*** 0.00119
(16.29) (-17.07) (-17.20) (-9.30) (9.19) (-7.38) (19.47) (1.42)
t 0.0000656*** 0.000103*** -0.0000668*** 0.000519*** -0.000226*** -0.0000818*** -0.000162*** -0.000118***
(8.48) (3.86) (-3.33) (33.77) (-18.78) (-3.49) (-15.12) (-12.74)
_cons -0.690*** 0.444*** -0.317*** -2.188*** -0.648*** -0.341*** -1.115*** -0.594***
(-30.29) (5.71) (-5.54) (-47.97) (-18.10) (-4.65) (-35.23) (-20.52)
N 9572 2645 2183 5975 5911 4726 7194 3597
adj. R-sq 0.391 0.382 0.552 0.542 0.499 0.223 0.645 0.449
t statistics in parentheses
="* p<0.05  ** p<0.01  *** p<0.001"
1 2 3 4 5 6 7 8
lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6
logeur 0.214*** -0.390*** -1.086*** 0.593*** 0.251*** 0.348** 0.0781 0.185***
(6.02) (-3.71) (-17.01) (8.59) (4.35) (3.16) (1.50) (4.03)
ri -0.00482*** 0.00447*** -0.00509*** -0.00992*** -0.00528*** -0.00274*** -0.00565*** -0.00360***
(-32.22) (8.90) (-16.68) (-35.02) (-22.56) (-5.78) (-26.56) (-18.72)
rBeta -0.0721*** -0.563*** -0.596*** 1.673*** 0.426*** -0.264*** 0.888*** 0.311***
(-6.49) (-11.91) (-21.03) (68.29) (21.08) (-7.60) (70.88) (20.30)
rVol -0.0189*** 0.0169*** -0.0156*** -0.0231*** 0.00194 -0.00180*** -0.0186*** 0.00785***
(-21.89) (13.30) (-12.31) (-16.18) (0.86) (-3.70) (-31.55) (9.75)
rMarket 6.135*** 5.180*** 8.092*** 8.841*** 6.882*** 8.242*** 7.790*** 3.570***
(45.03) (12.30) (29.58) (34.25) (31.62) (20.09) (39.84) (21.12)
EPSgr 0.0639*** -0.00634*** -0.0446*** -0.0349*** 0.0291*** -0.00101*** 0.00479*** 0.000507
(12.85) (-17.37) (-15.50) (-12.17) (8.01) (-7.21) (18.09) (0.60)
t 0.0000789*** 0.000113*** -0.0000785*** 0.000526*** -0.000187*** -0.0000728** -0.000148*** -0.000106***
(9.63) (4.29) (-4.14) (33.50) (-15.12) (-3.11) (-13.75) (-11.41)
_cons -0.572*** 0.390*** -0.533*** -2.007*** -0.545*** -0.247** -1.096*** -0.556***
(-21.99) (4.95) (-9.38) (-40.49) (-13.61) (-3.11) (-31.30) (-17.24)
N 9572 2645 2183 5975 5911 4726 7194 3597
adj.R-sq 0.332 0.385 0.588 0.525 0.462 0.221 0.641 0.436
t statistics in parentheses
="* p<0.05  ** p<0.01  *** p<0.001"
 The sectors are defined using the information from Hang Seng AH premium index. Sector 
8 consists of companies that do not belong to the first 7 sectors.  As I show in the results table, the 
coefficients of interest, the currency expectation term, are all significant in both sets of regressions. 
 Interestingly, the magnitudes of coefficients are diverse. 
This implies that different sectors have different reactions to 
currency expectation and market conditions. Finance, material and 
energy companies seem to have a larger coefficient than other 
companies. This shows that these sectors are more sensitive to the 
change in currency exchange rate, and possibly more linked to 
currency fluctuations on a business level. However, I find coefficients with opposite signs in both 
set of regressions for sector2 (utility) and 3 (rail) for the currency variable. It is likely that there 
are special properties of these sectors that my equation was not able to capture. Unfortunately, it is 
difficult to explain the relationship between their stock price and exchange rate on a business level, 
given the limited amount of companies in my dataset. It will be interesting to test on a broader 
range of companies to examine how their business might be more exposed to the change of 
currency exchange rate. 
Regression 4: Market Cap Effect 
Although market capitalization is not in my equations, I decided to briefly examine the 
effect of the size of the company in my regressions. The amount of coverage, transparency, and 
the exposure to international market often varies by company size; therefore, their exposure to 
Sectors Business
1 Finance
2 Utility
3 Rail
4 Material
5 Energy
6 Heavy Industry
7 Transportation
8 Other
exchange rate expectation may also vary. To test that, I divided the companies evenly to 5 groups 
based on total market cap as of Q1 2013
**
: 
 
Again, most of the coefficients for NDF and 12M EUR forward have predicted signs and 
are significant. Although the signs are mostly positive, the magnitudes of coefficient vary by 
market cap. Interestingly, small cap companies and large companies are both more responsive to 
the changes in exchange rate expectations, as shown in the relatively large coefficients for loglong 
and logeur variable. It is rather clear that small companies should have greater movement against 
any information due to the relatively low market depth and liquidity. It is unclear why large 
companies, given their transparency, market depth and liquidity, will exhibit significant reactions 
to changes in exchange rate expectations. In fact, these large companies are banks and energy 
                                                         
** I dropped utility and rail companies in this session, as they have opposite signs of the coefficients of my 
interest, thus giving undesired effect to this set of regression. 
1 2 3 4 5 6 7 8 9 10
lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6 lgprem6
loglong 4.355*** 1.461** 3.265*** 3.646*** 3.906***
(17.07) (3.18) (13.43) (16.01) (16.84)
ri -0.00463*** -0.00291*** -0.00193*** 0.000476 -0.00160*** -0.00885*** -0.00431*** -0.00503*** -0.00319*** -0.00539***
(-13.29) (-4.75) (-6.11) (1.56) (-4.99) (-38.07) (-10.84) (-24.52) (-15.24) (-24.61)
rBeta 0.923*** 0.299*** 0.109*** 0.0266 -0.205*** 0.921*** 0.309*** 0.0860*** -0.0312 -0.229***
(81.40) (10.91) (5.38) (1.39) (-16.19) (80.01) (11.38) (4.20) (-1.62) (-17.92)
rVol -0.0186*** -0.00509*** -0.0143*** -0.0356*** 0.00129 -0.0190*** -0.00508*** -0.0154*** -0.0368*** 0.00107
(-30.56) (-9.56) (-15.15) (-32.74) (0.54) (-30.62) (-9.55) (-16.18) (-33.37) (0.44)
rMarket 7.306*** 7.308*** 7.843*** 5.621*** 4.853*** 7.903*** 7.462*** 8.221*** 6.071*** 5.331***
(35.57) (19.58) (41.58) (31.54) (25.59) (38.47) (20.14) (43.46) (33.90) (27.97)
EPSgr -0.000579*** 0.00691*** 0.00512 0.0231*** 0.0977*** -0.000488*** 0.00661*** -0.00372 0.0112* 0.101***
(-6.41) (14.30) (1.70) (4.89) (21.12) (-5.30) (13.83) (-1.25) (2.36) (21.55)
t 0.000121*** -0.0000613** -0.0000169 0.0000546*** -0.000133*** 0.000147*** -0.0000536* -0.00000283 0.0000775*** -0.000114***
(10.71) (-2.91) (-1.63) (5.59) (-12.62) (12.81) (-2.55) (-0.27) (7.80) (-10.69)
logeur 0.317*** 0.106 0.205*** 0.0496 0.261***
(5.68) (1.09) (4.00) (1.03) (5.21)
_cons -1.327*** -0.678*** -0.468*** -0.673*** -0.228*** -1.247*** -0.656*** -0.383*** -0.610*** -0.137***
(-40.44) (-10.78) (-13.49) (-21.75) (-7.36) (-33.95) (-9.54) (-10.27) (-17.99) (-4.02)
N 8393 7104 5995 7194 8289 8393 7104 5995 7194 8289
adj. R-sq 0.569 0.215 0.462 0.324 0.365 0.556 0.214 0.448 0.300 0.345
t statistics in parentheses
="* p<0.05  ** p<0.01  *** p<0.001"
companies, which may react to the exchange rate more due to the nature of their business. 
However, it is difficult to reach convincing further conclusions without further testing of a broader 
range of companies.  
 
Event Test: 20-21 June 2010 
 In the last hypothesis, I stated that specific news may have an impact on the share price 
disparity. To test this hypothesis, I decided to conduct an event test using the following regression 
on the AH premium index/100 (variable H prime): 
 
 The event I selected, being the most suitable one in my data, occured on 20
th
 June 2010. 
On that day, Chinese government announced that they will give the RMB exchange rate “more 
flexibility”, indicating a possible shift in exchange rate formation mechanism towards a more 
floating one. The event date is shown in the graph. 
                                                                              
       _cons     1.319444   .0098204   134.36   0.000     1.300177    1.338711
           t    -.0003538   7.58e-06   -46.66   0.000    -.0003687   -.0003389
          RV     .0374786   .0074456     5.03   0.000     .0228706    .0520865
          ri     .0019418   .0003562     5.45   0.000     .0012429    .0026407
           g     -12.8537   .5363149   -23.97   0.000    -13.90593   -11.80148
                                                                              
      hprime        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                                                                              
       Total     28.258976  1198  .023588461           Root MSE      =  .08511
                                                       Adj R-squared =  0.6929
    Residual     8.6494104  1194  .007244062           R-squared     =  0.6939
       Model    19.6095656     4  4.90239141           Prob > F      =  0.0000
                                                       F(  4,  1194) =  676.75
      Source         SS       df       MS              Number of obs =    1199
 To further test the immediate market reaction, I will test the impact in a small event 
window, 2 trading days. Since 20
th
 June 2010 is a Sunday, market had sufficient time to digest the 
information. Therefore, the market should have fully informed reaction in the next two trading 
days. To test whether the reaction is abnormal, I used 360 trading days before the event and apply 
the regression above to these observations to predict the AH premium index on these two trading 
days. Afterwards, I calculate the accumulated difference; t test is applied to test if the difference is 
significantly different from 0. The result is shown below: 
Accumulated Difference t value 
-.156632   -3.936568 
 
 As │t│>2.576, the difference is significantly different from 0 at 1% percent level, 
indicating an unusual behavior of the index that my equation did not capture. There is an 
accumulated additional 0.156 decrease in the index (notice hprime has magnitude of ~1) in the two 
trading days following the announcement that is abnormal (to the equation). This is consistent 
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with my hypothesis that news will have a significant impact on the share disparity. The 
announcement provided the market a sudden expectation of RMB revaluation, which in theory 
should decrease the index; in reality, the actual reaction is more than expected. One of the two 
markets has behaved unusually: either Shanghai market also reacted to the information and the A 
share price dropped or Hong Kong market overreacted to the information. This observation 
proposes an interesting question for further examinations of the dynamic of these two markets in 
response to such information. 
5. Conclusion 
 This study examines the relationship between currency expectation and price disparity 
across the same asset in two capital markets with constraints, Mainland China and Hong Kong. 
First, this paper shows that there is a significant relationship between the price of A and H share 
and the expected RMB exchange rate reflected in the price of NDF contract. The finding is 
consistent with previous literature by Fong et al(2007) and Arquette et al (2007), in which they 
report exchange rate expectation can partially explain the A share premium.  
Next, this study introduces another important currency, Euro, and shows that the exchange 
rate between USD and EUR is also correlated to the A-H share price disparity. This finding is also 
consistent with the finding of Frankel (2009) that the euro has a significant weight in RMB 
exchange rate formation, thus having similar effect as USD itself. 
Similar to what Jorion (1990) reported about cross-sectional difference in the exposure to 
the movement of dollar among industries, I find significant impact of the size of company and the 
sector of the company on their reaction to the change in exchange rate expectation. 
Lastly, I briefly examine the impact of an event and record some evidence that there may 
be an abnormal price disparity when the two markets react to the same information that my model 
does not capture. As there is some evidence showing the possible unusual relative movement of 
the two markets, the nature and cause of this movement can be further investigated in studies in 
the future.  
There are some limitations to this study. It is to be noted that although I made my best 
attempt to control for liquidity, the result is rather unsatisfactory due to unavailability of data. 
Moreover, from additional regressions of this model on each company (not included in this study), 
I found that the coefficient has a different sign for a small number of companies. More companies 
should be studied to test the effect of business specific factors. Overall, this study implements 
relatively simple regression models and was able to achieve relatively good fitting results; 
nevertheless, it is possible to improve this research further by using more comprehensive data and 
testing more companies, so that we can have a more detailed explanation of this fascinating 
phenomenon of share price disparity.  
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